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A Brief History of the International Monetary System 

The Bretton Woods System 
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At the beginning of the 20th century, the international monetary system 
functioned roughly along the lines of the model specified in section 120, i.e., a 
gold standard. That system operated (with interruptions during World War I and the 
Great Depression) until World War II, la the years leading up to the Second World 
War, there was a considerable flow of gold (the "golden avalanche") into the U. S. 
reflecting flight capital from Europe as pre-war tension mounted. Thanks to 
Depression legislation and economic policy, private U. S . citizens could not hold gold, 
but the U.S. exchanged gold for dollar in transactions with foreign central banks 
at the official price of $35/ounce. 

In 1944, towards the end of World War II, the allies met in Bretton Woods (New 
Hampshire) to determine the shape of the postwar international monetary system. 
Flexible exchange rates (which were identified at the time with breakdowns of 
"properly" functioning fixed rate system) were never seriously considered. Instead, 
an effort was made to revive the prewar gold standard, but with modifications 
reflecting new conditions. 

The new conditions were: 

1) The U.S. held much of the world's gold, thanks to the prewar golden avalanche, 
so that central banks of other countries would have had a hard time tying their 
currencies directly to gold. 

2) The dollar was likely to emerge as the major international currency in the 
postwar period. 

3) The U.S., as the world's major gold holder, was well able to maintain the 
official price of gold at $35/ounce. 

4) To avoid future world wars, there was pressure to create institutions of 
international cooperation in many fields, e.g., the U.N., including an international 
monetary organization. On the other hand, in the U.S. there was a long history of 
popular suspicion of banking institutions, international financial interests (often 
identified with Britain) , etc. Thus, it was unlikely that Congress would go along 
with creation of international financial institutions that would seem to dominate 
world finance or be "too" powerful. 

The outcomes of the Bretton Woods conference were as follows: 

1) There would be fixed exchange rates. However, minor variations around 
official exchange rates were permitted. These were analogous to the limited 
flexibility under the old gold standard, with its gold export and import points . 

2) The official price of gold would be $35/ounce, and it would be the 
responsibility of the U.S. to maintain that price by standing ready to buy and sell 
gold at the official price. 

3) Countries would set official par values of their currencies in terms of the 
U.S. dollar. Since the dollar was tied to gold, their currencies would be indirectly 
linked to gold. Countries would defend the value of their currencies by standing ready 
to buy or sell them for dollar at the official par values. 
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4) To help deficit countries (countries whose currencies were in excess supply 
at the official par value) obrain the reserves needed to buy up the excess supply, 
a financial intermediary was created: the International Monetary Fund (IMF) . Tpie IMF, 
through complex arrangements, had limited authority to borrow from surplus countries 
and lend to deficit countries. All member countries established reserve accounts i ®s 
the IMF by paying in dollars or gold equal to one fourth of their agreed-upon "quota". 
The remaining 75% of the quota was paid into the IMF in the country's own currency. 
Countries could withdraw their dollar/gold one fourth (known as the "gold tranche") 
on demand to meet reserve needs. That is, the amount of the one fourth remaining in 
the IMF, known as the "reserve position", was always available to the country on 
demand. 1 

Note that as initially created, the IMF was not a world central bank because 
it could not create money. It was, as noted above, a financial intermediary (like 
a saving and loan) »' Indeed, the IMF was weaker than a saving and loan since it could 
not attract deposits to obtain extra resource for lending. Deposits are fixed by the 
quota system that can only be changed in value by international agreement. 

Under the Bretton Woods arrangement, the "rules of the game" basically required 
that deficit countries follow strict monetary policies and surplus countries follow 
expansionary monetary policies. However, countries were permitted to change their 
exchange rate in situations of "fundamental disequilibrium." In practice, 
fundamental disequilibrium meant a situation in which the monetary policy remedy was 
"too" painful. For example, a deficit country might find that the monetary policy 
needed to end its deficit was so restrictive as to cause ah’ Unacceptably steep 
recession. Or a surplus country might find the needed expansionary policy would be 
too inflationary. Thus, from time to time, individual countries did change their par 
value relative to the dollar. 


Problems with. Regard to Fixed; Exchange Rate 


It is always difficult to set and hold a price, since demand and supply 
conditions change. The initial par value, set under the Bretton Woods system, tended 
to be too high, thus causing a general dollar shortage^-, ffhis shortage led deficit 
countries to restrict imports and investment flows in the 1940s and 1950s. Such a 
result is the opposite of what proponent of fixed exchange rates believe fixed rates 
should produce. They usually argue that fixed rates will permit more trade and 
investment to occur, by eliminating exchange-rate risk. Yet to keep the fixed rates, 
countries may actually use policies which discourage trade and investment-. 


1 A country's reserve position in the IMF could be reduced if the country directly 
withdrew from its account, or if the IMF acquired the country's currency in excess 
of the 75% paid in. (The latter could occur if other countries repaid debts to the 
IMF in the country own currency.) Additional amount of foreign currency, which they 
might need to obtain could be borrowed at the discretion of the IMF, and subject to 
increasingly onerous conditions. 



168.3 


By the early 1960s, the dollar shortage turned into a dollar surplus. Various 
factors accounted for the change. Same currencies were devalued to correct the initial 
shortag#% European countries and Japan repaired their World War II damage and began 
to catch up with the U.S. in economic development and technology. And, despite the 
growing dollar surplus, the U.S. was reluctant to play by the rules of the game, which 
would have required restrictive macroeconomic policies. 


The Kennedy administration, elected in 1 960, entered the White House committed 
to faster economic growth, not recession. As the decade continued, expansionary 
policies, increased social expenditures, and increased military spending associated 
with the Vietnam War, aggravated the dollar surplus. Now it was the turn of the U.S. 
to apply ad hoc restriction, to stop the dollar outflow. 


Low U.S. interest rates were fostered to promote economic growth. But these 
low interest rates also made the U.S. an attractive source of funds in the 
international marketplace, producing an outflow of capital and aggravating the dollar 
surplus. Initially, an "interest equalization tax" ( IK'] ) was applied to discourage 
borrowing by foreigners in the U.S. In effect, foreign borrowers had to pay a tax 
above-and-beyond the interest payments they contracted. The tax thus discouraged such 
borrowing . 

Although the "iSstM-imited foreign borrowing in the U.S., it did not prevent a 
close substitute from occurring, namely U.S. lending abroad . If foreigners could not 
come to the U.S, to borrow, American banks, insurance companies, and multinational 
firms could bring financial capital to them. To stop this outflow, a "voluntary credit 
restraint program" was imposed on U.S. firms. Under the VCRP, "suggested" quotas for 
lending by region were specified for each firm. When voluntary cooperation did not 
stop the flow, the program was made mandatory. 

The JEST and the VCRP were the most prominent ad hoc policies adopted. But a 
variety of others also were utilized. Fixed exchange rates seemed inevitably to 
engender such policies oh the part of deficit countries. 

Problems Related to the Use of Gold 


The historic use of gold as an international monetary medium led to its 
inclusion in the Bretton Woods system. Initially, because of the large gold reserve 
of the U.S. , no problems were entailed. The U.S. could easily maintain the gold price 
at $35/ounce. However, the ability to hold the price was eventually undermined by 
two factors. First, the U.S. deficit in the 1960s meant that U.S. gold kept flowing 
to foreign central banks. Thus , the gold reserves of the U.S. needed to keep the price 
at $35 were steadily being depleted. Second, the worldwide inflation meant that the 
price of virtually everything was rising relative to the price of gold. This relative 
price decline discouraged new gold production (mining) and encouraged gold use for 
industrial purposes. More and more net demand was created for gold, forcing the U.S. 
to sell more and more of its reserves at the official price. 



As a temporary measure, a "two-tier gold system" was created in 1968. Under 
this system, the private market for gold was left free to seek its own price; the 
U.S. ceased to buy or sell gold in the private market. Central banks agreed to continue 
to trade gold among themselves at the official $35 price. However, this step 
effectively cut off the two markets, private and official, from each other. Generally, 
the price of gold in the private market was higher "tjftan in the official market. Central 
banks would therefore have seen no advantage in paying, say, $50 per ounce of gold 
for reserves that could be exchanged for only $35. Similarly, central banks could 
not be allowed to buy gold from the U. S. Treasury at $35 to be sold for $50 in the 
private market. 

Special Drawing Rights 

Because of the problems entailed in using gold as a form of international money, 
a need was felt for some substitute by the late 1960s. The dollar was being used as 
a world currency, but central banks were piling up unwanted dollar reserves, due to 
the dollar surplus. Various countries, especially France, were angered by the failure 
of ithe U.S. to play by the rules of the game. It was argued that the U.S. was flooding 
the world with dollars that were being used to finance the expansion of U.S., based 
multinational firms abroad. Foreign central banks were forced to buy the excess supply 
of dollars to meet their. BJtettoh Woods obligations . I f they played by the rules, they 
would end up following inflationary policies domestically, i.e., the U.S. would be 
exporting its inflation abroad. If they didn , t play by the rules, the dollar surplus 
would simply worsen. 

As noted above, the IMF was originally created as a financial intermediary, 
not a central bank. Hence, it could not create money the way central banks, such as 
the Federal Reserve, can. .Jis particular, it could not create international money, 
which could replace gold and/or the dollar. 

-jib. an effort to create a new "paper gold, " an international agreement permitted 
the IMF to begin issuing "special drawing rights" (SDRs) in 1970. This authority gave 
the I.MJF limited attributes of a central bank. However, the amounts of SDRs issued 
have always been very small, and SDRs have never played a major role the 
international monetary system. Originally, an SDR was defined as equal in value to 
the gold content of the dollar (1/35 ounce) so that one SDR would = one dollar. After 
the Bretton Woods system broke down, the SDR was eventually redefined as equal in 
value to a basket of major world currencies ..^e content of the basket has been changed 
from time to time. 

No SDR distributions have occurred since 1981 al though proposals have been made 
for new distributions from time to time. SDRs are simply bookkeeping entries at the 
IMF. They are given out to member state whenever international agreement so specify. 
Central bank can use them to pay debts to other central banks or to the IMF itself. 
SDRs cannot be held by private persons or institutions. And there are lots of 
restrictions on their use, even by central banks. 
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The End of Bretton Woods 


Continued dollar surpluses I®; the early 1970s led foreign central banks to 
attempt to exchange their growing dollar reserve for gold. Eventually, in August 1971, 
the U.S. simply ended the Bretton Woods system by refusing to sell gold, even to 
central banks. It also refused to maintain any particular par value relative to other 
currencies. For several months, the dollar floated in world foreign exchange markets, 
generally in, a downward direction compared with other major currencies. A 10% import 
surcharge (tariff) was levied by the U.S., ostensibly to prod other countries into 
agreeing to a new monetary system. 

An attempt was made to revive fixed exchange rates in December 1971, as part 
of the "Smithsonian Agreement." Under this agreement, new par values were established 
with the dollar having a lower value than existed before August. Effectively, gold 
had no real role in the new system. The official price of gold was raised to $38, 
even though the 'SJiiS. would neither buy nor sell at this new price* Ihe only effect 
of the price increase, therefore, was to raise the value of the SDR relative to the 
dollar (since the SDR was still defined ill gold at the time.) . When the Smithsonian 
agreement was reached, the U.S. removed its 10% import surcharge. 

The Smithsonian system lasted only until February 1973. At that poi r,t, the- 
dollar came under speculative attack and the U.S. decided to permit the dollar to 
float. The SDR' s value was again increased by raising the official (but fictional) 
price of gold to $42.22. However, as before, the U.S. neither bought nor sold at that 
price. (In U.S. government statistics, the U.S. gold stock is still sometimes valued 
at the meaningless $42.22 price, which is far below its market value) . Other countries 
sometimes also report gold holding in fictional prices. (If you are interested in 
determining a country's gold holding, be sure the values are listed at private market 
prices.) Eventually, the SDR, as noted above, was redefined as equal to a basket of 
major currencies, rather than a unit of gold. 


The Modern international Monetary System 


The modern international monetary system is actually a group of subsystems. 
Some countries tifiJs, their currency values to the dollar or some gt'Her currency. A 
number of European countries have formed their own cross-national currency system 
using the euro to replace local currencies. (See Sec. 122) Some countries intervene 
in currency markets, to keep their currency values 4®' lithe with the value of a basket 
of other currencies or the SDR. Still others generally allow the market to determine 
their exchange rate. Although there is occasionally talk of returning to 
international fixed exchange rates under a gold standard or some other arrangement, 
there is no real pressure to do so. JJt'is likely that the current system of subsystems 
will continue for some time. 
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Gold in the Modern World 


Gold under the modern system has an ambiguous role. It no longer has the official 
status it possessed under the Bretton Woods system. Yet, mainly because its market 
value has vastly increased since the gold price was freed from the $35/ounce level, 
gold forms a significant element of official world monetary reserves. Many central 
banks continue to hold gold, partly because of the monetary tradition, and, in some 
cases, because old national laws require such jso3;dings^ 'jrivate persons hold gold 
for speculative reason and as a way of storing wealth in countries with unstable 
political conditions. Gold also has commercial uses for such diverse purposes as 
jewelry manufacture, for dental repairs, and as an electrical conductor. Its price 
tends to be volatile because of the speculative element. 

The IMF in the Modern World 


Under the life t ton Woods system, the IMF had a clear-cut role to play. It was 
to borrow and lend to help maintain fixed exchange rates. With the end of Bretton 
Woods, the role of the IMF is not wefiv defined. She IMF has tended to become a lending 
agency for countries, usually third world or former communist countries that have 
contracted large debts. In exchange for pledges of internal austerity, it lends to 
debtor countries while they attempt to develop a sufficient export surplus to meet 
their financial obligations. This role - and the identification of the IMF with 
painful economic austerity - have made it a controversial institution^ She issue 
arose especially during the Asian financial crisis of the late 1990s. There was 
controversy over whether IMF austerity prescriptions worsened the crisis rather. The 
countries involved were not as a group runhi r.g large govt, budget deficits and 
following inflationary monetary policies before the crisis. They did have internal 
banking problems. Shrowing these countries into recession worsened the banking 
problems since borrowers became less able to repay their loans,; 'Jhe banking problems 
and recessionary conditions led to an outflow of "hot" money, thus causing substantial 
currency depreciation, 

;|fit is noteworthy that Countries that had previously accumulated large reserves 
of foreign currency (such as the. US dollar) were able to fend off much of the Asian 
crisis and prevent large depreciations. 


Note: A table summarizing the major events of international monetary history since 
World War II appeaj?S>ih Sec. 170. 



